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6 August 2018 

 

Mr Simon Webster 

Senior Director – Private Groups and High Wealth Individuals 

Australian Taxation Office 

6-20 Gladstone Street  

Moonee Ponds  VIC  3039 

Email:   Simon.Webster2@ato.gov.au  

 

Dear Mr Webster 

Professional Firms Working Group – feedback on draft “gateway” content 

We refer to the draft ‘gateway’ content circulated by Samantha Francis to members of the 

Professional Firms Working Group (PFWG) on 28 June 2018, and the request for feedback on 

the content at the meeting of the PFWG held on 4 July 2018. 

This is a combined submission on behalf of the Business Law Section of the Law Council of 

Australia, Law Institute of Victoria and Law Firms Australia (together the “legal representative 

bodies”). 

General observations 

The original guidance, Assessing the risk: allocation of profits within professional firms, was 

issued on 30 June 2015 after an extensive period of consultation with the legal and other 

professions.  As reflected in the preamble, the guidance was issued in the context of historic 

restrictions that resulted in most professional firms being established as partnerships of natural 

persons, and changes in the professional regulatory environment (for instance, from 2005 for 

the legal profession in Victoria) that permitted professionals to adopt a wider range of 

structures for the carrying on of the relevant professional activities. 

The guidance reflected a tension between the different views of the Australian Taxation Office 

(ATO), on the one hand, and the professional bodies, on the other, about the application of 

Part IVA of Income Tax Assessment Act 1936 (Cth) to income derived by professional firms.  

The broad (and controversial) ATO view was that Part IVA could apply to cancel the perceived 

tax benefits of professional firm arrangements by assigning/allocating/attributing? professional 

practice income to individual practitioners on the basis that it involved impermissible “income 

splitting”.  The contrary view was that there was no support in the authorities and in policy for 

the sort of broad based approach seemingly favoured by the ATO (particularly when it 

appeared to be confined to professional firms and not to business more generally), and that 

while some of the income generated by a given firm may represent a reward for the personal 

exertion of the principals of that firm, there was also a significant element of income that is 

generated from the “business structure”, that did not, of itself, attract the operation of Part IVA.  

mailto:Simon.Webster2@ato.gov.au


 

 Professional Firms Working Group – feedback on draft “gateway” content 2 

The guidance reflected a compromise between the ATO and the professional bodies to 

manage the tax, those in particular falling within Part IVA, risks associated with new and 

emerging structures.  A particular benefit of the original guidance was its simplicity, ensuring 

certainty for all involved and obviating the need for every principal of every firm to seek a 

private ruling from the ATO to avoid exposure to subsequent challenge. 

The critical rationale underpinning the original guidance was that, subject to the specific 

caveats set out in the guidance, if the principals of professional firms (and their associated 

entities), however structured, met one of the three benchmarks, the ATO would consider them 

low tax risk from a Part IVA perspective, and the taxpayers could self-assess on that basis.  In 

other words, meeting one of the three benchmarks, in the way contemplated in the guidance, 

was the practical proxy for satisfying the tests of “scheme”, “tax benefit” and “purpose”, 

obviating the need for both the ATO and taxpayers to consider Part IVA each year.  So, for 

example, a consideration of the objective purpose (whether “commercial” or otherwise) did not 

have to be considered each time principals entered a structure or exited a structure, or firm 

income was distributed because the benchmark tests acted as the appropriate and practical 

proxy.  The consistent message from the professional bodies during the current consultation 

process has been that the original guidance operated well, and as intended, for both the ATO 

and taxpayers (while recognising that there were some re-structuring arrangements the ATO 

had become concerned about). 

The legal representative bodies recognise that the original guidance was withdrawn by the 

ATO in December 2017 because some professional firms interpreted the original guidance too 

literally, and adopted structures or arrangements not originally contemplated that gave rise to 

potential additional risks to the revenue.  However, the legal representative bodies consider 

that the ultimate goal of any new guidance should continue to be to provide certainty as to 

what is and what is not acceptable to the ATO in assessing Part IVA risk by the adoption of 

the practical compromise of the “split’ of income of a professional practice between personal 

exertion (thus assessable to practice principals) and business structure, while being robust 

enough to withstand changes in the way that firms decide to organise themselves.  The point 

is that any new guidance must maintain the general principle that underpinned the original 

guidance: that, in the ordinary course of establishment, entry and exit of principals and annual 

income distribution the Part IVA analysis is effectively undertaken through the application of 

the benchmarks. It does not need to be any more complicated than that. 

As mentioned at the meeting on 4 July 2018, once the replacement guidance has been settled 

and released, there is a role for both the ATO and the professional associations to inform and 

educate the wider professional community about the scope and role of that guidance (including 

the need to ensure that structures are implemented in a legally effective manner). The legal 

representative bodies are committed to working with the ATO in this regard. 

Specific commentary on draft “gateway” content 

1 Definition of “professionals” 

Generally, the legal representative bodies agree with the scope of the “definition of 

professionals”.  

One aspect that should be modified is the second dot point, regarding restrictions on structures 

that can be adopted.  While certain restrictions on the structure of legal firms remain, as 

indicated above, there is now a wider range of structures that are permitted.  Accordingly, 

rather than being a gateway condition, the historical restrictions serve more as  an explanation 
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of why the guidance exists in the first place and provide context in relation to the variation of 

existing arrangements. 

One other aspect that has been raised is the position of paraprofessionals, i.e., those who 

work in the professions but are not themselves accredited or required to adhere to ethical 

guidelines in order to enter into and maintain a practice in the relevant field.  While the same 

historical rationale may not apply to paraprofessionals, it would generally be inappropriate to 

treat them differently to the extent to which they perform the same or similar kinds of activities 

(e.g. a draftsperson compared to an architect). 

2 Commercial rationale 

The legal representative bodies are concerned with the draft content on “commercial rationale” 

in three respects.  

First, and foremost, in line with our general observations, we do not consider that it ought to 

be necessary to establish a “commercial rationale” after a professional firm, and the interests 

of the principals in that firm, have been established (i.e. when there is an ordinary entry or exit 

of principals and when deciding on annual distributions, so long as they are within the 

benchmarks).  In other words, the identification of a “commercial rationale” ought not be a 

general “gateway” to the guidelines but, rather, a targeted requirement in particular identified 

circumstances. 

Second, and what follows from the preceding point, is that there is a need for clarity as to what 

aspects of the content (if any) relate to each of the following scenarios: 

1. the creation of a new professional firm; 

2. the introduction of new principals into an existing professional firm;  

3. the restructuring of an existing professional firm; and 

4. the restructuring of a principal’s interest in an existing professional firm. 

The legal representative bodies do not consider it should be necessary to establish a 

“commercial rationale” in scenarios 1 and 2, assuming that the principals are otherwise within 

one of the benchmarks each year (being the proxy for the analysis required under Part IVA, as 

discussed in the “general observations” above).  We recognise that the ATO considers that, in 

some circumstances, scenarios 3 and 4 raise potential additional risks to the revenue, and the 

ATO may require that firms or principals which restructure existing arrangements to establish 

a “commercial rationale” if those arrangements involve one or more of the “high risk factors”.  

Finally, the draft content is too vague to be practically applied with any certainty.  If it remains 

in its present form, then a natural and probable consequence is an increase in the number of 

private ruling applications made (or, conversely, an increase in disputes as firms inadvertently 

implement structures that concern the ATO).  It might be possible to keep the guidance largely 

in its present form if there were examples of what is, and what is not, acceptable to the ATO 

in this regard.  For example, the ATO could usefully indicate the evidence it would expect to 

see regarding “asset protection” advantages of a given structure (i.e. to avoid the 

characterisation of such benefits as ‘mere assertion’). 

3 High risk factors 

There is a need to clarify whether the content regarding “high risk factors” applies to some or 

all of the scenarios above.  For instance, it is hard to see the relevance of Everett and Galland 
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in the context of the creation of a new professional firm or the introduction of new principals 

into an existing professional firm. 

With respect to “financing arrangements”, we have two concerns being: 

• a financing arrangement is a necessity and should not be regarded as a risk factor; 

and 

• for professional firms that do not recognise goodwill, the prohibition on financing is 

inconsistent with Everett (where consideration was paid) and is inappropriate given 

the importance of valuable consideration for achieving the asset protection purposes 

(i.e. protection from clawback in bankruptcy). 

It would, however, be acceptable to make it clear that arrangements which seek to convert 

non-deductible debt to deductible debt will be higher risk and should be discussed with the 

ATO. 

With respect to the requirement to not be “materially different from the principles established 

in Everett and Galland”, while it may be accepted that those arrangements involved equity 

rather than fixed profit share partners, the basis for differentiation of fixed profit share partners 

is not made out.  Many medium to large firms appoint a chief executive officer (who may or 

may not be a partner) and adopt board structures for management, with individual partners 

only having votes on particular matters.  Many medium to large firms adopt remuneration 

structures where some or all of the payments are fixed for a given year on a basis other than 

“equity”.  While fixed profit share partners may be indemnified as between the partners, this 

does not remove the exposure to full joint and several liability for the debts of the firm. The 

notion that a fixed profit share partner is “more akin to … a contractor or employee” is entirely 

inconsistent with the legal realities and the way in which professional firms engage with their 

clients and third parties. 

Other related matters 

There are a number of related matters on which we make comment as follows: 

• Form of guidance – we consider that a practical compliance guideline (PCG) is a 

suitable form for the new guidance.  To the extent that the guidance seeks to deal 

with the range of different scenarios outlined in point 2 of the preceding section, the 

guidance must make it clear which aspects apply to which scenarios. 

• Benchmarks – we consider the three existing benchmarks to be suitable, save that 

we accept the need to clarify (but not diminish the relevance, or relative weight, of) 

the benchmark relating to “equivalent remuneration” given the ATO’s experience that 

this has been misconstrued by some firms. The satisfaction of any one of the existing 

benchmarks should be sufficient on a day to day basis given that it will not always be 

possible for an individual principal to satisfy more than one. 

• Other guidance – other existing rulings and guidance dealing with professional firms 

should not be withdrawn without further consultation.  For the record, IT 2540 remains 

relevant to the operation of a number of large law firms conducted as partnerships 

and should remain in a binding format rather than being replaced with a PCG or web 

guidance.  Similarly, the existing guidance relating to “acquisitions and disposals of 

interests in no goodwill professional partnerships, trusts and incorporated practices” 
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and “your service entity arrangements” continue to have application and should 

remain in their current form. 

• Risk bands – the legal professional bodies support the suggestion made at the 

meeting to introduce low risk, medium risk and high risk bandings; however any 

further bandings are not supported as they would likely reduce the level of certainty.  

In particular, the legal professional bodies do not support a ‘points’ analysis similar to 

that adopted in the PCG for related party cross border debt financing.  

Further contact 

Should you wish to discuss any aspect of this feedback, please contact the representatives of 

the following organisations:- 

• Law Council of Australia (Business Law Section) – Paul Sokolowski 

(PSokolowski@abl.com.au ) 

• Law Institute of Victoria – Reynah Tang (reynah.tang@jws.com.au) 

• Law Firms Australia – Andrew Clements (andrew.clements@au.kwm.com) 

 

Kind regards 

 

Yours sincerely, 

       

 

 

Rebecca Maslen-Stannage     Belinda Wilson 

Chair         President 

Business Law Section of the Law Council of Australia  Law Institute of Victoria 

 

 

 
 

Mitch Hillier 

Executive Director 

Law Firms Australia 
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